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INTRODUCTION 

In  September  1992,  the  Massachusetts  Highway  Department  (MHD) 
entered  into  a  one-year  contract  with  a  private  contractor  for 
highway  maintenance  and  drawbridge  services  in  Essex  County.  A 
cost  analysis  performed  by  MHD  indicated  that  it  would  cost  less 
to  have  the  contractor  perform  such  work,  which  was  formerly 
done  by  state  employees.  In  the  spring  of  1993,  MHD  claimed 
that  the  savings  and  additional  benefits  resulting  from  this 
privatization  contract  were  even  greater  than  was  originally 
expected.  The  objective  of  this  audit  was  to  determine  whether 
an  adequate  cost  analysis  had  been  performed  by  MHD  to  justify 
its  decision  to  contract  out  these  services  and  whether  its 
later  claim  of  additional  savings  and  benefits  could  be 
substantiated . 

AUDIT  RESULTS 

1.  Inadequate  Cost  Analysis  Performed  by  MHD:  Before  awarding  the 
contract,  MHD  determined  what  it  cost  the  Commonwealth  to 
perform  highway  maintenance  with  state  employees  in  fiscal  year 
1992  and  compared  these  figures  with  the  estimated  costs  of 
having  the  work  done  under  a  privatization  contract.  According 
to  its  analysis,  the  cost  of  maintaining  Essex  County  roads 
before  privatization  was  $6,637,135,  while  the  cost  of  the 
privatization  effort  would  be  $5,844,386,  resulting  in  an 
estimated  savings  of  $792,749.  However,  our  audit  disclosed 
that  the  cost  analysis  performed  by  MHD  was  inadequate  and  that, 
instead  of  saving  $792,749,  the  contract  cost  approximately  $1.2 
million  more  than  what  it  had  cost  to  perform  the  maintenance 
with  state  employees  in  1992. 

2 .  Unsubstantiated  Claim  of  Benefits  and  Other  Savings  of  the  Priva- 
tization Contract:  MHD  placed  a  total  value  of  $11.8  million  on 
the  savings  and  additional  benefits  of  this  contract  and 
identified  five  areas  in  which  cost  savings  or  benefits  were 
achieved.  However,  our  audit  revealed  that  MHD's  projected 
savings  and  benefits  could  not  be  substantiated,  was  misleading, 
and  distorted  the  cost-analysis  process.  In  fact,  rather  than 
achieving  savings  and  benefits  of  $11.8  million,  the  contract, 
as  noted  above,  cost  the  Commonwealth  an  additional  $1.2  million. 
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SUBSEQUENT  EVENTS  15 

As  our  audit  was  nearing  completion,  Chapter  296  of  the  Acts  of 
1993  was  enacted  into  law.  This  law  requires  that,  before  an 
agency  can  have  a  state  service  contracted  out,  the  agency  must 
certify  to  the  Office  of  the  State  Auditor  that  the  total  cost 
to  perform  the  service  under  a  contract  will  be  less  than  the 
cost  of  having  the  work  done  by  state  employees .  Pursuant  to 
the  law,  the  Office  of  the  State  Auditor  has  issued  guidelines 
for  agencies  to  follow  in  conducting  a  cost  analysis  and  in 
comparing  the  proposed  contract  costs  with  the  costs  of  having 
services  performed  by  state  employees .  Compliance  with  the  law 
and  the  guidelines  by  MHD  and  other  agencies  will  result  in  more 
accurate  cost  analysis  and  more  accurate  computations  of 
potential  cost  savings.  Accordingly,  the  implementation  of 
Chapter  296  and  the  use  of  the  guidelines  by  state  agencies  will 
be  monitored  by  the  Office  of  the  State  Auditor. 
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INTRODUCTION 

The  Massachusetts  Highway  Department  (MHD) ,  under  Chapter  6A,  Section  19, 
of  the  Massachusetts  General  Laws ,  is  an  agency  within  the  Executive  Office  of 
Transportation  and  Construction  that  is  under  the  supervision  and  control  of  a 
five-member  Board  of  Commissioners  appointed  by  the  Governor,  who  also 
designates  one  board  member  to  be  Commissioner  of  Highways.  The  Commissioner 
acts  as  the  executive  and  administrative  head  of  MHD  which,  according  to 
statute,  has  four  divisions:  Administrative  Services,  Highway  Engineering, 
Highway  Construction,  and  Highway  Maintenance.  The  Highway  Maintenance 
Division  is  responsible  for  maintaining  the  state  highways  in  good  repair  and 
condition. 

MHD  entered  into  a  one -year  contract  with  a  private  contractor  for  highway 
maintenance  and  drawbridge  services  in  Essex  County.  The  cost  analysis 
performed  by  MHD  indicated  that  it  would  cost  $792,749  less  to  contract  out 
such  work,  which  was  formerly  done  by  state  employees.  Moreover,  in  the 
spring  of  1993,  MHD  stated  that  this  contract  would  achieve  $11.8  million  in 
savings  and  other  benefits . 

The  contract  was  awarded  September  9,  1992  to  a  joint  venture  between 
three  related  entities,  consisting  of  two  corporations  and  a  partnership.  As 
a  joint  venture,  the  bidder  was  allowed  to  combine  the  work  experience  and  net 
worth  of  the  three  entities  in  determining  its  capacity  to  perform  the 
contract.  The  joint  venture  had  experience  in  both  road  and  bridge 
construction  in  Massachusetts,  New  Hampshire,  Connecticut,  and  Florida.  Under 
the  contract,  the  joint  venture  is  required  to  perform  job  activities  in  the 
maintenance  of  state  highways  and  bridges  in  Essex  County,  at  the  direction  of 
MHD's  resident  engineer,  and  is  also  responsible  for  operating  nine 
drawbridges  in  Essex  County,  an  activity  in  which  the  joint  venture  had  no 
previous  experience . 
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Under  the  contract,  work  was  to  be  performed  when  necessary  in  the 
following  areas:  highway  maintenance,  bridge  maintenance,  drawbridge 
operations  and  maintenance,  traffic  maintenance,  and  roadside  maintenance. 
Some  of  the  maintenance  activities  not  covered  by  this  contract  include  litter 
details;  road  resurfacing;  crack  sealing;  bridge  painting;  snow  and  ice 
patrol;  sanding  and  salting  icy  roads;  plowing  snow;  post-storm  snow  cleanup; 
rest  area  maintenance;  repairing  movable  bridges;  and  painting  road 
centerlines ,  edgelines,  and  lane  markings.  Such  activities  were  to  be  covered 
through  other  maintenance  contracts,  through  the  increased  use  of  correctional 
inmate  labor  for  highway  maintenance,  or  by  the  remaining  31  state  employees 
(from  an  original  workforce  of  141  employees)  who  under  the  privatization  plan 
remained  state  employees  in  Essex  County. 

After  five  months,  in  the  spring  of  1993,  MHD  decided  that  this  contract 
was  a  success  and  would  be  expanded  to  the  rest  of  eastern  Massachusetts. 

Our  audit  objectives  were  to  determine  whether  (1)  an  adequate  cost 
analysis  had  been  performed  to  justify  the  decision  to  award  the  privatization 
contract  and  (2)  MHD's  claims  of  savings  and  benefits  could  be  substantiated. 
Our  examination  was  made  in  accordance  with  generally  accepted  government 
auditing  standards,  which  included  but  was  not  limited  to  whether  sufficient 
competent  evidence  existed  to  support  the  assertions  of  savings  and  benefits 
to  the  Commonwealth. 
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AUDIT  RESULTS 


1 .     Inadequate  Cost  Analysis  Performed  by  MHD 

According  to  the  Massachusetts  Highway  Department  (MHD) ,  its  decision  to 
contract  out  the  maintenance  of  state  highways  in  Essex  County  was  based  on  a 
cost  analysis  it  had  conducted.  Before  awarding  the  contract,  MHD  determined 
what  it  cost  the  Commonwealth  to  perform  highway  maintenance  with  state 
employees  in  fiscal  year  1992  and  compared  these  figures  with  the  estimated 
costs  of  having  the  work  done  under  a  privatization  contract.  According  to 
MHD,  the  total  cost  of  maintaining  Essex  County  roads  in  the  year  before 
privatization  was  $6,637,135,  and  the  total  cost  of  a  privatization  effort 
would  be  $5,844,386,  resulting  in  an  estimated  savings  of  $792,749. 

We  have  determined,  however,  that  the  cost  analysis  performed  by  MHD  was 
inadequate  and  that,  instead  of  saving  $792,749,  the  privatization  contract 
cost  the  Commonwealth  approximately  $1.2  million  more  than  what  it  had  cost  to 
perform  highway  maintenance  with  state  employees  in  1992.  The  results  of  our 
audit  are  discussed  below. 

A.  Use  of  State  Employees:  Our  audit  of  MHD's  cost  analysis  disclosed 
that  the  cost  of  performing  highway  maintenance  with  state  employees  in  1992 
was  overstated  by  $2,456,059.  Although  MHD  had  computed  these  costs  to  be 
$6,637,135,  our  computation  showed  the  actual  amount  to  be  $4,181,076,  as 
follows : 


1992  In-House  Costs 


MHD's  Est 


Actual  Costs 


Overstatement 


Salaries 
Overtime 
Police 
Materials 

Vehicle  Maintenance 
Administrative  Costs 
Contract  Costs 
Total  Costs 


$5,224,622 


$2,920,467 


$2,304,155 
126,549 


393,254 
200,000 
24,975 
116,875 
257,700 
419.709 


266,705 
200,000 
24,975 
91,520 
257,700 
419.709 


25,355 


36.637.135 


$4.181.076 


62.456.059 
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Each  of  the  four  items  overstated  by  MHD  is  discussed  below: 

o  MHD's  analysis  computed  the  salary  costs  to  be  $5,224,622  by  taking 
the  base  salaries  of  a  one-week  period  in  December  1991,  multiplying 
them  by  52  weeks  for  a  yearly  total,  and  increasing  the  total  by  25% 
for  fringe  benefits.  Despite  numerous  requests,  MHD  was  unable  to 
provide  us  with  a  list  of  the  employees  and  the  base  salaries  used  in 
its  computation. 

Our  computation  was  derived  by  taking  the  actual  salaries  paid  during 
calendar  year  1991,  increasing  them  by  33%  for  fringe  benefits  (the 
official  rate  for  that  year) ,  and  subtracting  the  salary  costs 
associated  with  those  job  activities  that  were  not  covered  under  the 
privatization  contract.  These  activities,  which  represented  32.18%  of 
the  hours  worked  by  the  state  employees  on  maintenance  in  Essex  County 
according  to  the  MHD's  maintenance  management  system,  consisted  of 
snow  and  ice  patrol,  applying  chemical  abrasives,  plowing  snow, 
post-storm  snow  cleanup,  rest  area  maintenance,  full  litter  pickup, 
spot  litter  pickup,  bridge  painting,  repair  of  movable  bridges,  tunnel 
maintenance ,  and  marking  pavement  lines . 

o  We  reduced  MHD's  overtime  figure  of  $393,254  by  32.18%  for  those 
activities  that  were  not  part  of  the  privatization  contract. 

o  We  reduced  MHD's  vehicle  maintenance  costs  by  $25,355  to  adjust  for 
snow  and   ice   removal  costs,   which  were  not  part  of  the  privatization 


B.  Privatization  Costs  Overstated:  Our  audit  of  MHD's  cost  analysis  also 
revealed  that  its  cost  of  privatization  was  overstated.  MHD  estimated  that 
the  costs  of  having  the  maintenance  work  in  Essex  County  performed  under 
contract  would  be  $5,844,386.  However,  our  audit  revealed  that  the  actual 
cost  would  be  $5,592,022,  or  $252,364  less,  as  shown  below: 


contract . 


Privatization  Costs 


MHD's  Est. 


Actual  Costs 


Overstatement 


Salaries 
Overtime 
Police 
Materials 

Vehicle  Maintenance 
Administrative  Costs 
Contract  Works 
Contingency 
Total  Cost 


$1,330,888 
150,000 
210,000 
6,000 
26,415 
183,925 
3,687,158 
250.000 
35.844.386 


$1,078,524 
150,000 
210,000 
6,000 
26,415 
183,925 
3,687,158 
250.000 
$5.592.022 


$252.364 


$252,364 
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MHD  overstated  the  salaries  of  the  31  employees  who  would  remain  as  state 
employees  after  privatization.  These  employees  were  responsible  mainly  for 
responding  to  highway  maintenance  emergencies,  monitoring  the  privatization 
contract,  and  performing  other  maintenance  activities,  some  of  which  were 
outside  the  scope  of  the  privatization  contract.  However,  because  MHD's 
personnel  utilization  report  combines  their  time  with  other  employees,  the 
actual  job  activities  of  the  31  employees  could  not  be  determined. 

C.  Privatization  Costs  Exceed  In-House  Costs:  After  considering  the 
above  adjustments  made  as  a  result  of  our  audit  it  is  evident  that,  rather 
than  saving  $792,749,  privatizing  this  work  has  cost  the  Commonwealth  an 
additional  $1,155,946  during  the  first  year  of  the  contract. 

 Comparative  Analysis  of  Costs  


Salaries 
Overtime 
Police 
Materials 

Vehicle  Maintenance 
Administrative  Costs 
Contract  Work 
Contingency 
Subtotal 

Equipment  Savings* 
Total 


In-House 

Privatization 

Difference 

$2,920,467 

$1,078,524 

$  1,841,943 

266,705 

150,000 

116,705 

200,000 

210,000 

(10,000) 

24,975 

6,000 

18,975 

91,520 

26,415 

65,105 

257,700 

183,925 

73,775 

419,709 

3,687,158 

(3,267,449) 

250.000 

(250. 000) 

$4,181,076 

$5,592,022 

$(1,410,946) 

(255.000) 

255.000 

$4,181,076 

$5,337,022 

$(1,155,946) 

*See  Auditor's  Reply  page  11  and  12. 

As  described  above,  the  cost  analysis  performed  by  MHD  was  deficient  in 
several  respects.  Had  MHD  performed  a  comprehensive  cost  analysis,  it  would 
have  known  that  the  cost  of  privatizing  the  maintenance  work  in  Essex  County 
would  far  exceed  the  cost  of  having  the  work  done  by  state  employees . 

Auditee's  Response:  MHD  stated  that  the  Maintenance  Management  System 
(MMS)  records  provided  to  us  are  flawed  because  36%  of  the  state  employees' 
time  (110,000  hours)  is  missing  and  that  we  miscalculated  or  double-counted  an 
additional  62,768  employee  hours  for  fiscal  year  1992.  MHD  therefore  believes 
that  the  report  is  based  on  an  analysis  that  miscalculated  or  missed  173,000 
employee  work  hours . 
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MHD  also  stated  that  we  underestimated  the  actual  amount  of  salaries  and 
benefits  paid  to  state  employees  in  fiscal  year  1992  by  $805,709,  despite  its 
claim  of  having  reviewed  the  actual  payroll  records. 

In  addition,  MHD  stated  that  our  salary  formula,  properly  applied,  shows 
that  in  fiscal  year  1992,  state  employees  spent  only  22.5%  of  their  working 
hours  on  the  most  important  highway  maintenance  functions .  MHD  concluded  that 
our  report  provides  one  of  the  strongest  arguments  yet  heard  for 
privatization- -78%  of  the  time  state  highway  employees  were  neglecting  their 
prime  highway  maintenance  responsibilities. 

Auditor's  Reply:  We  were  aware  that  the  MMS  records  maintained  by  MHD 
were  flawed,  and  for  this  reason  we  did  not  use  them  to  calculate  employee 
work  hours  or  salaries.  The  MMS  records  were  used  only  to  determine  the  ratio 
of  time  that  employees  worked  or  the  functions  that  were  outside  the  scope  of 
the  privatization  contract.  This  ratio  (32.18%)  was  then  applied  to  the 
salaries  actually  paid  during  1991.  The  salaries  were  obtained  from  the  W-2 
forms  filed  by  MHD  with  the  Internal  Revenue  Service  for  each  employee  in 
1991,  a  much  more  reliable  source  than  the  MMS  records.  Our  methodology  was 
sound  since  we  used  the  total  salaries  paid  in  1991;  compared  them  with  the 
salaries  paid  in  1992;  and,  to  be  conservative  (to  MHD's  benefit),  used  the 
higher  amount . 

We  have  no  idea  how  MHD  reached  its  conclusion  that  state  employees  spent 
only  22.5%  of  their  time  on  highway  maintenance  functions,  or  on  what  basis 
MHD  can  substantiate  the  $805,709  amount. 

2 .     Unsubstantiated  Claim  of  Benefits  and  Other  Savings   of  the  Privatization 
Contract 

MHD  placed  a  total  value  of  $11.8  million  on  the  overall  benefit  of  its 
privatization  contract  and  identified  five  areas  in  which  cost  savings  or 
benefits  were  achieved.     However,  our  audit  of  MHD's  statement  of  savings  and 
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benefits  and  our  comparison  of  the  costs  of  privatization  with  the  costs  of 
state-run  operations  indicated  that,  rather  than  achieve  savings  and  benefits 
of  $11.8  million,  the  contract  actually  cost  the  Commonwealth  $1.2  million 
more  than  if  the  work  was  performed  "in-house"  by  state  employees.  A 
comparative  summary  of  the  savings  and  benefits  claimed  by  MHD  and  computed  by 
the  OSA  follow: 

Benefits  of  Privatization 
MHD  OSA 
(Millions) 

A.  Cost  of  Service  before 

Privatization  $  6.6 

B.  Additional  Service  Received  1.9 

C.  Direct  Cost  Savings  0.8  $(1.4) 

D.  Transfer  of  Personnel  1.5 

E.  Equipment  Savings  1 . 0  . 25 

$11.8  6(1.15) 

Each  of  these  items  are  discussed  below: 

A.  Cost  of  Service  before  Privatization:  MHD  indicated  that  it  saved  the 
$6.6  million  that  it  cost  to  provide  the  highway  maintenance  services  under 
state-run  operations.  However,  MHD  failed  to  take  into  account  its 
computation  of  the  privatization  contract's  cost  of  $5.8  million.  The  actual 
potential  savings,  if  any,  using  MHD's  numbers  would  be  only  the  $792,749 
difference  in  direct  cost  savings,  as  discussed  previously.  (Also  see  item  C, 
below. ) 

B.  Additional  Services  Received:  MHD  indicated  that  additional  services 
in  the  amount  of  $1.9  million  would  be  realized  under  the  privatization 
contract.  However,  MHD's  conclusion  is  unsupported  and  questionable,  given 
the  deficiencies  in  its  analysis.  As  discussed  below,  MHD  could  not  provide  a 
complete  record  of  the  quantity  of  work  that  state  employees  previously 
performed  or  any  documentation  to  support  the  estimates  of  work  to  be  done 
under  the  contract.  MHD  also  could  not  support  its  claim  that  it  received  a 
benefit  equal  to  the  amount  paid  the  contractors  for  so-called  additional 
services . 
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A  listing  of  these  additional  services  and  the  value  placed  on  them  by  MHD 
follow: 

MHD-Placed  Value 

Category  of  Increased  Service 


Grass  Mowing 

fino 

Bridge  Deck  Patching 

Lou , 

UL/U 

Deck  Repairs  (timbers) 

uuu 

97S 

Bridge  Washing 

/•  r\ 
^KJ  , 

uuu 

y  o  , 

0  0  J. 

Steel  Plates 

29 , 

632 

Steel  Deck  Repairs 

23', 

000 

Roadway  Items 

7, 

098 

Catchbasin  Cleaning 

15, 

000 

Drainage  Items 

101, 

112 

Bituminous  Concrete  Items 

(65, 

192) 

Guardrail  Delineators 

28, 

500 

Signs 

30, 

622 

Traffic  Lines 

(23, 

268) 

Membrane  Waterproofing  for  Bridge 

4, 

000 

Bridge  Shielding 

8, 

000 

385 

In  order  to  determine  the  additional  services  to  be  realized  under  the 
privatized  contract,  it  is  necessary  to  know  both  the  cost  and  the  quantity  of 
work  done  by  the  state  work  force  prior  to  privatization.  MHD,  however,  did 
not  have  any  record  of  the  quantity  of  work  done  by  the  state  work  force. 
Without  this  information,  it  is  not  possible  to  measure  whether  any  additional 
services  are  being  performed  by  the  contractor. 

For  example,  regarding  the  tree  work  listed  above,  MHD  explained  that  the 
$98,881  additional  services  performed  by  the  contractor  resulted  because  the 
contractor  expended  $146,900  for  clearing  13  acres  of  land,  trimming  2,000 
trees ,  and  removing  150  trees ,  but  MHD  could  not  tell  us  what  the  state 
employees  accomplished  for  the  tree  work  expense  of  $48,019.  Therefore,  a 
meaningful  comparison  of  the  two  expenses  cannot  be  made .  The  same  is  true 
for  many  of  the  other  items  listed  by  MHD  as  additional  services . 
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Moreover,  the  additional  services  under  the  privatization  contract  are 
based  on  MHD  estimates  of  quantities  and  prices  for  the  job  activities  listed 
in  the  contract.  When  asked  how  it  determined  the  unit  quantities  and  prices, 
MHD  stated  that  no  specific  supporting  documents  existed.  In  addition,  MHD 
had  not  conducted  site  visits  to  evaluate  conditions  in  the  district  and  had 
not  performed  a  historical  analysis  of  previous  work  in  the  district  that 
would  support  the  quantities  shown  in  this  contract.  Also,  MHD  had  not 
performed  a  cost  analysis  of  these  job  activities  with  an  expected  profit 
margin  for  the  contractor. 

Without  such  data,  meaningful  comparisons  between  the  cost  of  doing  the 
work  in-house  and  using  private  contractors  cannot  be  made.  For  example,  MHD 
listed  the  $540,000  expected  to  be  paid  the  contractor  for  timber  deck  repairs 
as  additional  services  received  under  the  contract.  MHD  estimated  a  cost  of 
$1,800  per  thousand  board  feet  and  that  an  estimated  300,000  board  feet  were 
required  under  the  contract.  However,  according  to  MHD  the  state  did  not 
perform  any  of  these  services  in  1992.  When  asked  about  his  low  bid  price,  $1 
per  1,000  board  feet,  the  contractor  responded  that  he  "had  done  his  homework" 
and,  through  site  visits,  determined  that  there  was  no  need  for  the  300,000 
board  feet  listed  in  the  contract.  In  fact,  only  9,000  board  feet  were 
actually  paid  for  under  the  contract.  To  show  $540,000  as  an  additional 
benefit  of  privatization  is  obviously  overstated  and  unfounded,  because  the 
contractor  did  not  provide  300,000  board  feet  of  timber  deck  repairs. 

We  also  question  MHD's  classification  of  these  services  as  additional 
benefits.  For  most  of  the  19  items  of  additional  services  listed  by  MHD,  the 
computation  of  the  benefit  was  based  on  the  amount  MHD  expected  to  pay  the 
contractor  for  these  services,  and  not  what  it  was  saving.  For  example,  MHD 
listed  $100,000  as  the  benefit  for  two  more  grass  mowings  than  what  the  state 
work  force   previously  performed.     According  to   this   line   of  reasoning,  the 
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more  often  the  grass  was  cut,  the  higher  the  savings.  In  order  to  claim  a 
true  benefit  under  privatization,  MHD  must  demonstrate  that  the  contractor 
could  mow  the  grass  at  a  price  that  is  lower  than  the  cost  of  using  state 
employees,  or  that  the  contractor  would  provide  additional  mowings  without  an 
increase  in  cost. 

C.  Direct  Cost  Savings:  MHD  estimated  that  $792,749  in  direct  cost 
savings  would  be  realized  as  a  result  of  privatization.  As  discussed  earlier, 
our  comparison  of  the  costs  before  and  after  the  privatization  contract 
revealed  that,  instead  of  saving  $792,749,  the  contract  will  actually  cost  the 
Commonwealth  an  additional  $1,155,946. 

D.  Transfer  of  Personnel:  MHD  indicated  savings  of  $1.5  million  as  a 
result  of  the  transfer  of  82  highway  maintenance  employees  (who  were  not 
needed  after  privatization)  to  fill  vacancies  elsewhere  that  would  have 
necessitated  either  the  hiring  new  employees  or  a  loss  of  service.  This  is 
the  equivalent  of  approximately  $18,000  for  each  of  the  employees. 

In  its  original  cost  analysis,  MHD  recognized  as  a  savings  the  labor  costs 
of  all  of  the  highway  maintenance  employees  who  would  no  longer  be  needed 
after  the  privatization  contract  was  awarded.  MHD  later  transferred  82  of 
them  to  fill  vacancies  that  otherwise  would  have  been  filled  by  new 
employees .     Therefore ,  there  was  no  savings  of  any  kind . 

E.  Equipment  Savings :  MHD  listed  $1  million  in  savings  for  transferring 
equipment  from  Essex  County  to  other  districts .  MHD  indicated  that  the 
privatization  contract  made  the  transfer  possible  because  the  contractor  now 
supplies  this  equipment.  However,  the  documentation  that  was  provided  to  us 
does  not  support  MHD's  statement.  In  fact,  MHD's  dociomentation  indicates  that 
$748,000  of  the  equipment  transferred  is  listed  as  snow  and  ice  equipment. 
Yet,  snow  and  ice  responsibilities  are  not  part  of  the  privatization  contract 
in  Essex  County,  and  the  equipment  for  snow  and  ice  removal  has  not  been 
replaced  by  the  privatization  contractor. 
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Furthermore,  MHD's  documentation  shows  that  $494,600  of  this  equipment 
still  remained  at  Essex  County  after  the  privatization  contract  went  into 
effect.  None  of  this  equipment  had  been  replaced  by  the  contractor,  which 
indicates  that  this  transfer,  if  it  did  take  place,  was  due  to  an  excess  of 
snow  and  ice  equipment  in  Essex  County  or  that  additional  contracting  out  for 
snow  and  ice  responsibilities  independent  of  this  contract  made  this  transfer 
possible.  The  indicated  benefit  for  this  transfer  is  therefore  not 
substantiated  by  the  evidence. 

Auditee's  Response:  MHD  stated  that  it  disagreed  with  our  review  because 
it  does  not  distinguish  between  claims  of  savings  and  claims  of  benefits . 

MHD  also  stated  that  our  report  indicates  MHD  claimed  the  $6.6  million 
cost  of  state  employee  maintenance  operations  as  a  savings  and  that  the  report 
further  states  that  MHD  neglected  to  factor  in  the  $5.8  million  cost  of 
privatization.  MHD  indicated  that  these  claims  are  inaccurate  since  the  first 
several  pages  of  our  audit  report  are  devoted  to  a  review  of  MHD's  comparison 
of  these  two  totals . 

Finally,  MHD  stated  that  our  report  claims  that  there  is  no  equipment 
savings  because  this  equipment  is  used  for  other  maintenance  purposes  beyond 
snow  and  ice;  items  which  were  exclusively  snow  and  ice  equipment,  such  as 
plow  blades  and  snow  blowers,  were  not  included  in  MHD's  $1  million  savings 
figure . 

Auditor's  Reply:  Although  MHD  now  states  that  it  never  made  claims  of 
additional  benefits  and  savings ,  the  documents  it  provided  to  us  clearly  place 
a  value  of  $11.8  million  on  the  benefits  of  privatization.  We  agree  that  it 
is  absurd  to  claim  the  $6.6  million  cost  of  state  operation  as  a  benefit,  yet 
this  is  what  MHD  did  in  computing  the  so-called  benefits  of  privatization. 
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With  regard  to  the  purported  equipment  savings,  the  documentation 
furnished  to  us  clearly  shows  that  75%  of  the  equipment  either  remained  at 
Essex  County  or  was  transferred  to  other  MHD  districts  for  snow  and  ice 
removal.  Therefore,  at  most  there  may  have  been  a  25%  savings  ($255,000)  in 
equipment,  and  we  have  adjusted  our  computations  accordingly. 

Just  prior  to  our  report  being  released,  MHD  furnished  us  with  four 
disorganized  boxes  of  employee  time  cards  and  requested  that  we  conduct 
additional  audit  work.  The  data  in  the  boxes  indicated  the  number  of  hours 
worked  by  MHD  Essex  County  employees  during  the  years  1992  and  1993.  Our 
examination  of  this  data  revealed  that  it  was  not  possible  to  reconcile  it  to 
the  MMS  reports  or  any  other  agency  reports  because  functional  codes  were  not 
recorded  on  the  time  sheets. 

In  a  subsequent  letter  dated  April  13,  1995,  MHD  acknowledged  there  was  no 
automatic  correlation  between  the  payroll  timesheets  and  the  MMS  report.  MHD 
nevertheless  stated  that  it  counted  13,202  hours  of  snow  and  ice  removal  for 
the  winter  of  1992-1993  that  were  not  counted  in  our  analysis.  However,  we 
must  point  out  that  because  snow  and  ice  removal  was  not  part  of  the 
privatization  contract,  it  is  not  relevant  to  this  cost  comparison. 

The  snow  and  ice  hours  were  used  only  to  assist  in  determining  the  ratio 
of  time  that  employees  worked  on  functions  that  were  outside  the  scope  of  the 
privatization  contract.  In  this  regard,  we  used  the  7,563  snow  and  ice  hours 
reported  in  the  MMS  report  for  the  winter  of  1991-1992,  the  period  prior  to 
the  privatization  contract.  These  hours  appear  reasonable  based  on  the  22.1 
inches  of  snow  that  fell  during  that  winter,  as  compared  to  the  7,656  snow  and 
ice  hours  for  the  winter  of  1990-1991,  when  19.1  inches  of  snow  fell. 
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A  comparison  of  snow  and  ice  removal  hours  for  the  three  years  with  the 
snowfall  each  year  is  shown  below. 


Winter  Season 

1990-  1991 

1991-  1992 

1992-  1993 


Inches  of  Snowfall 
(per  National 
Weather  Service) 


Hours  for 
Snow  and 
Ice  Removal 


19.1  7,656 
22.1  7,563 
83.9  13,202 
Accordingly,   the  manner  in  which  we  used  the  snow  and  ice  hours  recorded 
for   the    1991-1992   winter  was    appropriate   for   our   cost   comparison,    and  the 
numbers  of  hours  recorded  are  reasonable  based  on  the  snowfall  that  winter. 
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CONCLUSION 

Our  audit  indicated  that  the  cost  analysis  performed  by  MHD  was 
inadequate.  Had  MHD  performed  an  adequate  and  comprehensive  cost  analysis,  it 
would  have  determined  that  the  cost  of  the  privatization  contract  for  the 
maintenance  work  in  Essex  County  would  exceed  the  cost  of  having  the  work  done 
in-house  by  state  employees.  Further,  we  have  concluded  that  MHD's  subsequent 
claim  of  $11.8  million  in  savings  and  additional  benefits  is  also  incorrect 
and  cannot  be  supported  by  its  records  and  computations.  As  discussed 
earlier,  instead  of  a  savings,  MHD  will  incur  additional  costs  of 
approximately  $1.2  million  as  a  result  of  the  privatization  contract. 

As  our  audit  was  nearing  completion.  Chapter  296  of  the  Acts  of  1993  was 
enacted  into  law.  This  law  requires  state  agencies  to  follow  a  specific 
process  before  they  can  contract  out  a  state-run  service.  Agencies  must 
certify  to  the  Office  of  the  State  Auditor  that  the  total  cost  to  perform  the 
service  under  contract  will  be  less  than  the  cost  of  having  the  work  done  by 
state  employees.  Pursuant  to  this  law,  the  Office  of  the  State  Auditor  has 
issued  "Guidelines  for  Implementing  the  Commonwealth's  Privatization  Law," 
dated  March  1994.  These  guidelines  provide  cost  forms  and  guidance  for 
agencies  to  use  in  conducting  a  cost  analysis  and  in  comparing  the  cost  of  a 
proposed  privatization  contract  with  the  cost  of  having  the  service  performed 
by  state  employees . 

Both  Chapter  296  and  the  guidelines  should  greatly  assist  MHD  and  other 
agencies  in  preparing  and  improving  the  quality  of  future  cost  analyses . 
Compliance  with  the  law  and  the  guidelines  should  result  in  more  accurate  cost 
analyses  and  more  accurate  computations  of  potential  cost  savings. 
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SUBSEQUENT  EVENTS 

As  our  audit  was  nearing  completion,  Chapter  296  of  the  Acts  of  1993, 
known  as  the  "Pacheco"  bill,  was  enacted  into  law.  The  law  outlines  the 
process  that  now  must  be  followed  by  agencies  and  applicable  Authorities^ 
seeking  to  contract  for  a  service  that  is  presently  performed  by  state  or 
Authority  employees .  The  law  applies  to  contracts  that  have  an  aggregate 
value  of  $100,000  or  more.  Pursuant  to  this  law,  a  specific  process  must  be 
followed  to  demonstrate  and  certify  to  the  State  Auditor  that  (a)  the  agency 
complied  with  all  provisions  of  MGL  Chapter  7,  Section  54  and  all  other 
applicable  laws,  (b)  the  quality  of  the  services  to  be  provided  by  the 
designated  bidder  is  likely  to  equal  or  exceed  the  quality  of  services  that 
could  be  provided  by  regular  agency  employees,  (c)  the  total  cost  to  perform 
the  service  by  contract  will  be  less  than  the  estimated  in-house  cost,  (d)  the 
designated  bidder  has  no  adjudicated  record  of  substantial  or  repeated 
noncompliance  with  relevant  federal  and  state  statutes,  and  (e)  the  proposed 
privatization  contract  is  in  the  public  interest,  in  that  it  meets  the 
applicable  quality  and  fiscal  standards .  The  Office  of  the  State  Auditor  has 
30  days  to  approve  or  reject  the  agency's  certification. 

The  process  that  the  agency  must  follow  includes  preparing  a  detailed 
written  statement  of  services,  estimating  the  most  cost-efficient  method  of 
providing  those  services  with  agency  employees ,  selecting  a  contractor  through 
a  competitive  bidding  process ,  and  comparing  the  in-house  cost  and  the  cost  of 
contract  performance.  Additionally,  the  agency  is  responsible  for  ensuring 
that  the  private  bids  and  the  private  contract,  if  ultimately  awarded,  contain 
certain  provisions  regarding  wages,  health  insurance,  the  hiring  of  qualified 
agency  employees,  nondiscrimination,  and  affirmative  action. 


1  As  defined  by  Chapter  296,  Authorities  include  all  state  agencies  in  the 
executive  branch  and  the  Massachusetts  Bay  Transportation  Authority,  the 
Massachusetts  Turnpike  Authority,  and  the  Massachusetts  Port  Authority. 
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the  Office  of  the  State  Auditor  to 
process  followed  by  the  agency  meets  the 


